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EXECUTIVE SUMMARY

The purpose of this assessment is to provide USAID (RUDO/Warsaw) with areview of the status



the Municipa Infragtructure Finance Program's (MIFP) policy objectives, and with
recommendations on additional assstance to be provided under the Program. The assessment team
was aso asked, if gppropriate, to formulate a statement of revised objectives and targets.

|. Status of MIFP Policy Objectives

In 1993, five policy objectives were established for the Program, relating to a) establishing a
borrowing inditution; b) demongrating the low risk of lending to municipdlities; ¢) increasing overdl
commercdid lending to municipdlities; d) increasing municipa capitd infragtructure investment; and €)
improving the qudity of financid management of municipd credit, both in banks and in municipdities.

Each of these objectives are discussed in the body of the report. In summary, the team considers
that the first four objectives of the Program were fully met, using the indicators established at the
time the Program was designed. Progress on the fifth objective is more difficult to measure and
more open to debate Snce it involved a quditative assessment of the "...improvement in the
budgeting and financid management cgpabilities of loca governments (and)..in the financid appraisa
of municipd loan goplications by banks and other financid inditutions.”

Information is limited, but seems to indicate that larger cities (populations over 50,000) use
gopropriate financid planning techniques, while fewer medium sized municipdlities (populations of
5,000 up to 50,000) have adequate financid management, and very few smal municipdities
(populations of less than 5,000) are familiar with these practices.  The team concluded that
Objective (€) was not fully met and that more work needs to be done to help smdler and medium
Szed municipdities.

. The Role of the MIFP in the Emerging Municipa Credit Market and Recommendation on
Refining the Program'’s Target Group and Objectives

Lending through MUFI S represents about 10% of total commercid long-term loans to
municipaities, defined as loans over four years. Because of the lack of data on banks portfolios, it
was not possible to draw any conclusions on a causd relationship between the availability of
MUH S resources and banks lending with their own resources to municipaities. However, the
MIFP does seems to have had some impact on the characteritics of the emerging municipa credit
market. There seemsto have been an influence on the length of loans to municipaities, some banks
are now making seven to ten year loans, while severa years ago, four years was the maximum term.
Also, from the beginning of the Program, there seems to have been an unwritten objective to
maximize the number of participating banksin order to increase competition, and to get as many
smadler and medium sized municipaities to participate as possble.

While the largest municipdities in the Czech Republic have clear accessto bank credit and can
eedly issue bonds, smdl and medium szed municipdities sill have difficulty in gaining accessto
credit. The team recommends that USAID and participating ingtitutions agree upon clearer
definition of thistarget group of municipdities and focus the Program more specificaly on assisting
this group during the fina phase of the Program, both for MUFIS lending and for technicd
assstance activity. Efforts should be made to identify the specific problems which face these
municipaities, and to ensure that the Program's assistance is directed where it will have the greatest



impact.

. Risk Management and Recommended Changesin MUFIS Lending Structure

In 1993, when the Program began, MUFISs lending rate to banks was fixed a 9.5%. The
maximum lending rate by banks to municipaities was set at 12%. The MUFI S-to-bank margin
included 0.25% for reservesto cover losses, including foreign exchange risk.

Until the economic crisgisin the Spring of 1997, the interest rate structure of MUFIS was not an
issue. MUFIS loans were dightly concessiona, but quite close to commercia lending rates.
However, as aresult of severe economic pressures, commercia lending rates have changes
sgnificantly and the MIFPs lending structure is out of balance with the banking sector. At thetime
of the assessment, the best rates of the three largest banks ranged from 14.5%-15.7% and deposit
rates were about 11%-13%. With a point difference of 3.5 and 5.0 between MUF S and
commercid bank lending, MUFIS lending is seen as highly subsidized. Thisis contrary to the
purpose of the Program which isto catalyze commercid lending, not become a subgtitute for it.

The team recommends that USAID and MUHFS begin to work immediately on an appropriate
system to adjust the lending structure, using a commercia benchmark rate againg which MUHS
loans will be pegged, i.e., adjusted up or down, depending on changesin commercid rates. As part
of the lending structure review, the team recommends that margins be adjusted to more fairly cover
some of the foreign exchange cogts of borrowing HG resources and to cover additional operational

costs, as necessary.

IV. Optionsfor Capital and Technical Assistance

USAID has gpproved the use of up to US$60 million in HG resources for the Czech Republic. A
totd of US$44 million has been obligated, including the loan which isin the process of being
borrowed. The team feelsthat thereis judtification for additional HG resources to address problems
which dill face smal and medium sized municipdities, but thiswill need to discussed in detall
between USAID and participating ingtitutions.

The team dso believes that the Ministry of Finance and MUH S should fully andyze the costs of
borrowing externally, and compare these costs with raising resources domesticaly. A State
guaranteed bond might provide investment capita at equivalent rates to those recommended for the
HG resources (assuming an adjusted lending structure), and could cost less to the Government of
the Czech Republic (GOCR) than dollar loans would.

A review of dl completed technica assstance activities was not possible. In genera, however, the
team felt that the technical assstance program has served the Program's objectives. At the same
time, additional, more focused technical assstance is needed to devel op capacity within the country
to provide training and assi stance to municipdities and to banks, and to ded with specific problems
dill facing smdl and medium szed municipdities.

A number of technica assstance activities have been proposed which are briefly discussed in the
body of the report. The team recommends that a working group be established to refocus the



Program on its specific target group and a defined set of problems, and then to review Al
outstanding technical assistance proposdsin light of their potentia impact on those revised Program
objectives. A two year technica assistance work plan should be prepared, with specific results
defined for the end of year two.
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INTRODUCTION

The purpose of this assessment isto provide USAID (RUDO/Warsaw) with areview of progress
made toward the objectives of the Municipa Infrastructure Finance Program (MIFP) and
recommendations on additional assistance to be provided under the Program.

A two person assessment team was in the Czech Republic from November 10-21. Work was
guided by questions in the Statement of Work (see Attachment 1), dthough information was not
avallable to answer every question posed. The team interviewed representatives of ingitutions and
organizations which have participated in the Program over the past four years. (SeeList of People
Interviewed, Attachment 2.) The team aso reviewed alarge number of background documents
prepared over the life of the Program, and annua reports from participating banks and other
ingtitutions. (See Documents reviewed, Attachment 3.)

The team was given excellent cooperation by participating indtitutions, al of whom have made
important contributions to the objectives of the Program. It is clear that a great ded has been
accomplished under the MIFP in avery short time. However, given the large amount of information
gathered from interviews and documents, and the short exposure of the team to this complex
Program, the report cannot capture al of its achievements. The team hopes, however, that the key
issues for future discussion are highlighted and that any inaccuracies in the report are in details which
do not affect its overdl findings and recommendations for adjustments in the Program.



PART I: Assessment of the Status of MIFP Policy Objectives

The Scope of Work called for the team to review the Program's objectives and targets and, if
gppropriate, to formulate a statement of revised objectives and targets.  Thefirst question the team
addressed was whether the Program's original policy objectives have been met. These objectives
were defined in the Policy Action Plan, Annex B, of the August, 1993 "Czech Republic, Housing
Guaranty HG-001 Municipd Infrastructure Finance System Program Memorandum” and were
meant to support macro-level efforts by the Czech Government to create a private municipa finance
system. Each objective is discussed separately below.

Objective 1: A Functioning Borrower that is financially sound and that stimulates and
encourages non-governmental lending to local governments for sustainable
infrastructure projects.

Status: This objective should be considered met.

Discusson:  The borrower, MUFIS, asubsidiary of the Czech and Moravian Guaranty and
Development Bank, is operationd, making loans to banks which in turn lend
resources to municipalities for infrastructure projects. As noted in the June, 1997,
"Monitoring Report, Municipd Infrastructure Financing Program, Czech Republic’,
MUFIS did not hire dl of the staff which were recommended by consultants in the
past. There may be dill be need to Strengthen some of the oversight activities of
MUHS, particularly with regard to monitoring the financia Stuation of participating
banks during this period of financia sector adjustment. However, it may be possble
to contract for this additiona work, rather than to hire new staff, especialy given
that the Program isin itsfind phase.

Objective2: Demonstration that properly designed municipal lending involves acceptable
credit and business risks and that it therefore is financially sound for banks
and other private financial sector institutions to increase municipal lending
fromtheir own resources.

Status. This objective can be consdered met.

Discusson:  Thetwo indicators sdlected for this objective relae to the percentage and vaue of
delinquent municipa |oans made under the Program. Using those indicators aone,
the Program is fully successful since no ddinquencies have been reported for any

participating municipaity, thusfar.

Even though no ddlinquencies have been reported, three municipa borrowers have
higher debt service levels that would be considered safe, well above 30%. If these
municipalities were to become ddinquent on MUFI S loans, it would not affect the
Program's indicators;i.e., ddinquencies would still be under the established targets
for number and volume of ddlinquencies.

High debt service is a danger sign, but perhaps it is more appropriately addressed
under Objective 5 which deds with improvement in bank appraisas and municipa



Objective 3:

budget planning.

A substantial increase in the annual levels of lending to the local government
infrastructure sector from all non-governmental sources, both in absolute
terms and relative to central government investment subsidies for local
government investment.

Status: This objective should be considered met.

Discusson:

The agreed upon indicators for this objective were that annua non-governmental
lending to local authorities should exceed $20 million by the end of 1995, and that
commercia-rate credit should grow faster than centra government subsidiesasa
source of financing for local government capitd spending, using 1993 as a basdine.
By the end of 1995, the equivaent of more than US$125 million in long-term loans
had been made to local authorities, exceeding the established indicator sx-fold.

Aggregate bank lending to municipdities, both short-term and long-term,
represented only CZK 900 million in 1992. The volume of commercid lending was
three timesthat level in 1993 and doubled again in 1994. (Source: "Current
Situation of Municipditiesin the Czech Republic’, V. Kamenickova, Ministry of
Finance) Innomind terms, between 1995 and 1997, lending to municipdities
continued to increase asfollows:

Commercial Loansto Local Authorities
(in CZK billions, As of September 30)

1995 1996 Change 1997 Change
Short-term 2.6 2.5 2.7
Long-term 31 5.3 +71% 7.0 +32%
Tota 5.7 7.8 +37% 9.7 +24%

Source: "Current Municipa Lending Environment of Commercid Banksin

the Czech Republic”, F.Van Antwerp, Z. Matouskova, and G. Peterson.

There is no question that lending by commercid banks has grown faster than
government subsidies to local authorities. Data from 1993-1996 show that total
subsidies to municipalities from centra government were in the range of CZK 28-35
billion annudly, while commercid lending increased sgnificantly.

It is unreasonable to expect that annua increases in borrowing will continue at
anywhere near these levels. In fact, the centra government has taken measuresto
curb borrowing by locd authorities because of public sector deficits. Adjustments
have dso been made in the revenue sharing formulas (set in 1993) resulting ina
further tapering off of revenues to municipdities, or dight declines, in some cases.
The centra government aso plans to indtitute debt service cellings of 20% on local



Objective 4.

government and amonitoring system to regulate future borrowing by municipalities.

Demonstration of increased municipal capital investment in basic
infrastructure. (The Program was al so expected to encourage investment
outside of Prague.)

Status: This objective should be considered met.

Discusson:

Objective 5:

Municipa capita invesment in basic infrastructure did incresse, aswould be
expected given the large increases in long-term borrowing. Theindicator for this
objective, an average increase of 10 percent per annum in red investment by locdl
government, was fully met. The following table provides data on investment
expenditures for the period 1993 to 1996. However, as commercid lending tapers
off, increases in investment will lessen aswell.

Local Government Investment Expenditures
(in CZK billions)

1993 1994 Changel995 Change 1996 Change
316 424 +34% 509 +20% 534 +5%

Source: Municipa Budget Survey in "Monitoring Report, Municipa Infrastructure
Financing Program, Czech Republic, June 1997

MUFIS loans were dl made outside of Prague, but the team does not have data
which breaks down tota investment by Prague/outside of Prague. It isclear,
though, that infrastructure investment has increased throughout the country.

Demonstration of improvement in the budgeting and financial management
capabilities of local governments and in the quality of infrastructure project
preparation, especially as regards market-demand and cost recovery studies.
Improvement in the financial appraisal of municipal loan applications by
banks and other financial institutions.

Status. The team does not believe that this objective has been fully met. However, any precise

Discusson:

measurement is difficult because the indicator lacked darity.

A great ded of technica assstance has been provided to banks on credit andysis
for municipdities, and to municipaities on budget planning and project preparation.
Participating banks, and some non-participating banks as well, received USAID-
funded training on analysis of credit risk of municipdities. Participants who were
interviewed said that the training was useful.

Anecdota evidence indicates that bank gppraisal practices for municipd credit have
improved. However, since banks do not share their underwriting practices and



criteria, it is not possible to assess the adequacy of these practices, nor whether
sandards are being uniformly gpplied. The team believes that the adequacy of
underwriting procedures should be one of the selection criteria used by MUFIS to
select participating banks.

Municipdities aso recaived alarge amount of technical assstance. Providing
training and assstance for municipditiesis, of course, inherently more difficult than
for banks since so there are o many more municipaities than banks.  Some eight to
ten banks may participate in the Program, while any number of the over 6,000
municipdities in the country might have an digible loan project. (Between 40 and

50 municipdities have dready recaived MUFIS loans,) Also, municipdities have
widdy varying financia management capacity and ability to absorb and gpply good
budget planning and project preparation practices.

At the beginning of the Program, various participating municipaities received direct
one-on-one technica assistance in preparing and package loan proposas. This
intensive assstance could not be continued throughout the Program.  The Program
tried to reach more alarger number of municipaities by developing a computer
modd to help municipdities to determine debt carrying capacity. The modd was
tested in anumber of towns and cities through the cooperation of the Union of
Towns and Community's Finance Committee, revised and was given to participants
a arecent conference attended by representatives of about 400 municipdities. The
computer model was adapted for use by participating banks as well.

Receiving training, or computer software, does not ensure that there have been
improvements in municipa budgeting procedures or bank loan appraisa procedures.
Information on changes in practicesis both difficult to get, and difficult to interpret.

There are no clear statements of what the "best practices’ for municipdities are,
how much improvement is "enough’, whether dl borrowing municipdities should be
expected to improve or even alarger number.

A survey done of municipal representatives at two conferences, in 1996 and 1997
attempted to measure whether practices had changed in terms of financid planning.
(Source: "Current Municipd Practices. planning and Financing invementsin
Infrastructure, Results of a Survey Conducted a The Conference on financid
Management and Development of Municipditiesin the Czech Republic, September
1997", C. Romanik, F. Conway, October 1997.) A questionnaire was developed
which was used in both years. The participants in the two conferences were not the
same, so the survey identified trends rather than changes which have taken place in
particular municipalities. Oneimportant indicator of good financid management is
whether municipdities prepare separate operating and investment budgets. More
than 80% of the representatives of the larger municipdities, with populations over
50,000, said that they prepare separate investment budgets. Only alittle over half
of representatives of the medium sized municipdities, with populations from 5,000
up to 50,000, said that they prepared separate investment budgets. The survey
asked about many different kinds of financid management practices, for example,
whether the finance officers maintain debt position indicators, carry out project
feasbility andyses, and many others.



In generd, larger municipdities tended to have higher levels of experience than
gmdler onesin monitoring and evauating the municipdity's financid condition, and
as agroup reported greater improvementsin financial management practices
between 1996 and 1997. Smdl and medium sized municipalities have been and
remain in most need of assstance.

Given available information, the team concluded that 1) Policy Objective 5 does not
gppear to be fully met; b) that the Program’s target group of municipdities should be
more clearly delineated; and c) that more concrete indicators be established for
Objective 5.

The team does not recommend carrying out an additiona assessment of planning
practices in municipalities which have received technicd assstance. Instead,
additional assstance is recommended for, among other things, strengthening in-
country capacity for providing training to municipaities on a sustainable basis.



Part I1: The Development of the Municipal Credit Market and the Role of the
MIFP

The team was asked to assess more globally the impact of the MIFP on the establishment of a
municipa credit market. The questions posed in the Statement of Work were:

"To what extent have the HG resources been responsible for progress in meeting the policy
objectives? Has the Program succeeded in increasing the availability of capital for municipa
finance? Arethere other sources of capital that should be tapped?’

A. Changes in Bank Lending to Municipdities and Emergence of other Domestic Sources of
Finance

The lending and technica ass stance components of the MIFP were meant to support nationa
objectives of the Czech government. Actions taken by the government had the largest impact on the
emergence of private municipd finance, perhaps the mogt significant being the 1993 law reforming
locd budgets.

The 1993 law gave municipaities amuch larger share of revenues from persond income tax.

Wages increased significantly after 1993 which, in turn, increased income taxes and sgnificantly
increased annua revenues for loca government. Totd tax revenues increased by 52% between
1993 and 1995. Trangfers from Centrd Government stayed about the same in nominal terms during
the period, so total disposable local government revenue increased by 42%. (Source: "Current
Stuation of Municipditiesin the Czech Republic”, V. Kamenickova, P. 22.)

Asincomes rose, municipalities began to borrow for much needed infrasiructure. As noted in the
discussion of Policy Objective 3, aggregate bank lending to municipalities represented only CZK
900 million in 1992 and grew to CZK 9.7 billion in 1997. A number of commercid banks are
making loans to municipdities today, while prior to 1992, the only bank which was solidly in the
municipa credit market was the Czech Savings Bank which is partidly owned (20%) by
municipdities. Currently, severd banks seem to see municipd lending and other business generated
by municipdities, such as handling deposits, as part of their overdl business drategies. Banks
congder municipa lending less risky, than loans to business clients, but o less profitable.
Commercid loans are the most important source of investment capita for municipdities at thistime,

Issuing bonds directly is an dternative source of capitd, but not yet asimportant asit might become
sometimeinthe future. Since 1992, eighteen municipa bonds have been issued, most by larger
municipalities with populations over 100,000, but some by smal town and medium Sized cities as
well. ? Several year s ago, two towns, with populations of just 3,400 and 1,700 respectively,
issued bonds.? Two cities, Ostrava and Prague, have issued international bonds.

Data from Urban Research indicates that the volume of municipa bonds was just 1.2% of total bond
volumein 1997. The Centra government relies much more on bonds, with 34.3% of total volume,
aswell as banks and corporations, which issued 39.8% and 24.7% of total volume respectively. In
the pagt, banks, insurance companies and investment funds have been the principa buyers of
municipal bonds. Asof July, 1997, penson funds are dso permitted to invest in municipa bonds
which could increase demand. A secondary market has not yet developed for bonds. However,



with increased volume, a secondary market could develop over the medium term (5-10 years)
which would simulate more interest in thistool for infrastructure invesment. (Source: Z.
Matouskova, P. Tg_man and G. Peterson, The Secondary Municipal Bond Market within the
Context of Secondary Markets in the Czech Republic, November, 1996.)

B. The Role of the MIFP in the Emerging Municipa Credit Market

A tota of US$34 million in HG resources have been borrowed since the Program began. These
resources are expected to be fully disbursed by the end of January, 1998. An additional loan of
US$10 million is being borrowed & thistime,

Lending through MUFIS represents about 10% of total commercid long-term loans to
municipdities, defined as loans over four years. Determining whether there might be a cause-effect
relationship between the avallability of MUH S resources and banks lending with their own
resources is extremey difficult. To more clearly establish alink, data from each participating bank
on long-term lending, broken down by MUFISOwn Source fundsis needed. Since banks consider
this data to be confidentid, it was not available to the team.

Whileit is difficult to make alink with total volume of lending to municipdities, the MIFP does
seems to have had some impact on the characterigtics of the emerging municipa credit market. The
MIFP probably contributed to the lengthening of loan terms. At the beginning of the Program, few
four year loans were made. Presently, some commercid |oans are being made with terms of seven
to ten yearswhich isa sgnificant change in the market. Many people &tribute this change, in part,
to the presence of MUFIS resources in the market. Also since the beginning of the Program, there
was an unwritten objective to maximize the number of participating banksin order to increase
competition.

Four banks participated at the beginning of the Program; two are inactive at thistime. An additiona
six banks have become active or digible to participate, and one internationa bank isin the process
of discussing and negotiating a Master Agreement with MUFIS. See table below.

The current number of participating banks seems adequate. The larger nationa banks participate,
and some smdler onesaswell. The Savings Bank (CS) no longer has an dmost exclusive position
in thismarket. Some banks may lend only regionaly, or target segments of the municipal market,
particularly larger cities. Others might see the whole municipa credit market as a good source of
busnessin thefuture. Thereisinterest of two international banks participate, one has signed
aMaster Agreement with MUFIS, and oneisin the process of negotiating a M aster
Agreement with MUFIS.

Participating Banks Share of Disbursed MUFIS status
& Proposed HG funds*

Coop banka 14% Suspended* *

Pragobanka 12% Suspended* *

Komercni banka (KB) 29% Active

Investicni a Postovni banka (1BP) 15% Active

Agrobanka 7% Active



Ceska sporitelna (CS) 7% Active

Union banka 4% Active
Moravia Banka 3% Adtive
Ceskodovenska obchodni banka(CSOB) 6% Highble

Prvni mestska banka (PMB) 3% Highble
Sparkasse Muhlviertler - West Eligible
Waldviertler Sparkasse In negotiation

*Based on completed and proposed disbursements of the first $34 million and estimated
disbursements for about 50% of the new HG loans of US$10 million.

**Coop banka is being supervised directly by the Czech Nationa Bank (CNB), and Pragobankais
under a CNB liquidity program.

At thistime, more attention should be given to ensuring that banks lend their own resources to
municipdities. One bank indicated that it did not plan to lend any of its resources to municipdities,
which does not support the Program's objectives. MUFIS should require banks to provide
information both on their past lending and on ther future plans for lending to municipdities. This
would alow MUFIS to select only banks which make a commitment to the sector. It would dso
alow better monitoring of municipa lending by participating banks. Thisinformation could remain
confidentidl.

To the extent possible, the MIFP should also support the development of the bond market for
municipdities. Thiswould cregte even more competition within the market. Also, compared with
bank loans, bonds are more transparent since municipaities need to obtain permits from the Ministry
of Finance to issue bonds and therefore information on bondsis in the public domain. Another
advantage from the perspective of municipaities isthat there are fewer restrictions on generd
revenue bonds than on loans.

C. Sugtainability of the Municipa Credit Market, and Factors which could Influence the
Market

In the time remaining, it is recommend that efforts be concentrated on expanding the number of
municipalities participating in the Program. The MUFIS program probably has widened the number
of smal and medium szed municipaities which have obtained commercid credit, but many more
need to develop relationships with banks and to gain experience managing loan portfolios.

Many of the developmentsin the municipa credit market seem to be sustainable, at lesst for the
largest municipdities. The biggest 20-30 municipdities will continue to borrow, to issue bonds, and
to invest ininfragtructure. While the flow of credit to large municipaities may be affected somewhat
by fluctuationsin the credit market, smaller ones are much more vulnerable. They arelessadleto
manage their budgets, less likely to develop their own tax base, less able to negotiate terms with
banks, and more likely to affected by higher debt service and difficultiesin payment and credit
worthiness. itisaso codlier to banks to process loans for smal and medium sized municipdities,
and thisis the group that is more likely to be dropped as bank clientsif there is a credit squeeze.



1. Limitson Municipa Revenue Generation

Because the 1993 law was viewed as favoring loca government over Centra Government in income
sharing, adjustments were made in 1996 which resulted in a tgpering off of revenuesto
municipdities, and even adight decline in some of the larger ones.

Centra government sets tax rates, collects taxes and determines the share of revenues that
municipaitieswill recaive. In fact, municipdities have little control over income while they have
amog tota independence by law to incur debt. This was described in one report as follows:

"..thereis sgnificant discord between the competence of municipdities on the side of
expense (deciding on amost 90% of expensesis fully within the discretion of the given
municipaity), and the competence of municipdities on the income sde of their budgets--
amost 70% of income of municipa budgetsis beyond the decision-making authority of
municipalities. Such discord can be solved only be means of locd tax, where the
representatives of municipaities would have the authority to specify their own rates” (V.
Kamenickova, op. cit, p.17)

Periodic changes in revenue sharing arrangements can have major impact on recurrent revenues.
This, in turn, can materialy impact projected income and capita invesment plans. If loca
government could increase the income it generates locdly, it would be less vulnerable to changes
made at the nationd level. It isclear that greater parity is needed between loca autonomy on
income and expenditures if locad government isto plan responsibly for capita investments.

Locdly collected fees and taxes are ill negligible. Thereis, however, at least oneinitiative which
could increase locally generated revenues. A new law is proposed which would convert red estate
tax, currently calculated on a square meter bas's, to atax based on assessed value. If passed, this
could become a significant source of income since 100% of this tax passes to local government.

Another areawith great room for improvement is project cost recovery. Currently many of the
projects carried out under MUFIS have low cost recovery (estimated at less than 25% for all
loans). Service fees for water supply and waste water projects are usudly not within the control of
the municipdity. Onelocd officid suggested that a sports stadium could be self-supporting, but that
water and sewerage projects cannot because they are managed by public companies which do not
aways collect full costs for services. It was suggested that direct foreign investment in these
projects, presumably in the form of a Build-Own-Operate schemes, might provide away to achieve
greater cost recovery.

2. Limitson Municipa Borrowing
Because of the very steep growth in municipa borrowing, and because of large current public sector
deficits (nationa and loca), the Central government recently took measures to curb borrowing by
local authorities. (It was noted during the assessment that accounting procedures for loca
government budgets may exaggerate current the account deficits of municipdities) A moratorium

was indituted on the issuance of bonds by locad government.

The team agrees with the characterization by the Urban Indtitute that this prohibition is "a very

-10 -



cumbersome and inefficient way to restrain loca government borrowing” and that it puts cities,
particularly the larger ones, a a disadvantage in finding the lowest cost capitd for their projects'. It
IS hoped the moratorium on municipa bonds will be lifted shortly, and that there will be no further
need for this kind of measure.

A more important control on borrowing will be put into place with a new regulatory framework for
municipa budgets which is expected to be passed in 1998. The draft law calsfor limits on debt
sarvice of 20% which is areasonable debt ceiling. A functioning regulatory framework should alow
greater freedom to municipdities within established parameters and could mean less intervention by
centra government and greater transparency in local government finance.

-11-



3. Digtortions from Subsidized Lending

Many observers have warned of potentia disruption for the municipa credit market arising from the
operations such as the State Environment Fund (SEF). The SEF is quite independent with
resources coming from fees and fines on polluting industry rather than from centra government
transfers. Itisregulated by the Ministry of Environment, not the Minigtry of Finance.

Zero interest |oans were made between 1991 and the end of 1995, with a grace period on principal
of uptotenyears. Three-fourths of the Environment Fund's program has been directed at
municipditieswhich puts it potentidly in the same market as MUFIS and other bank lending to
municipdities. Concern has been expressad that a number of loans will come due soon as grace
periods on principa end. Since many of these |oans were not made with solid underwriting, arash
of non-performing loans could affect the credit of those municipdities, and possibly have a spill over
effect on smilar 9zed municipdities. Therefore, SEF loans should be closaly monitored.

New management &t the Fund have plansto greatly expand SEF operations. It is not clear whether
there would also be a greater degree of risk management and integration into the financia system.
The new director of SEF ordered a detailed audit of the entire portfolio. If these results are made
available outsde the Fund, there may be an opportunity to influence how the Fund's activity could
be more fully integrated into the municipa credit system.

The Fund charges anomind interest rate (3%), and has begun working with commercid banks to
provide asubsdy on interest rates for loans made to municipaities. Combined bank/SEF loans
could total 800 million CZK which represents a sgnificant level of financing. Joint efforts with banks
might improve underwriting of loans, but these procedures should be closdly monitored, &t least in
municipaities receiving MUFIS loans.
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PART I1l: Program Implementation | ssues and Recommendations

A. Need to Focus on Target Group and Refine Objectives

In the view of some observers, the objectives of the Program have been met and there is no further
need for capital assstance. However, it is aso possible to argue that the Program's principal
contributions have been in broadening and deepening the market and that the access of smaller and
medium sized municipdities to the credit market remains an issue.

The tota number of municipditiesin the Czech Republic exceeds 6,000, most of which are very

amdl, rurd towns. Two-thirds of the total population of the country livesin 267 municipdities which
have populations over 5,000. See table below.

Czech Municipalities

Municipdity  Population No.municipditis % Population

Large 50,000+ 24 34.6
Medium 5000-49,999 243 29.8
Smdl up to 4,999 5,965 354

Since larger municipdities have good access to both commercia |oans and to bonds, additiond
MUFIS loans probably should not be made available to this group. Instead, the Program should
more explicitly target medium and smal municipdities Snce thisis the group which sill has problems
accessing credit. In additiond to greater selectivity in MUFIS loan approvals, congderation should
be given to alowing only one MUFI S loan per municipdity, in order to maximize the Program's
coverage.

The team recommends that a Working Group be established which |ooks &t the obstacles to credit
for the target group, and focuses the activities under the technica ass stance program and MUFIS
lending to thistarget group. The team aso recommends that Objective 5 be revised, or anew
objective 6 be established reflecting this focus.

B. Need to Adjust MUH S Lending Structure to Allow Greeter Flexibility to Manage
Risk

Until the economic crissin thefirst haf of 1997, the interest rate structure of MUFIS, in the context
of the overdl credit market, was not seen as an issue. No one foresaw the rapid devauation of the
currency nor the spike in domestic interest rates which suddenly created a disparity between
MUFIS lending rates and commercid bank lending.

At the beginning of the program, the MUFIS lending rate to banks was fixed at 9.5%. The

maximum lending rate by banksto municipaities was set at 12%. The MUFI S-to-bank margin
included 0.25% for reserves to cover losses, including foreign exchange risk.  Although fixed rates
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were established, they can be adjusted at any time via a Program Implementation L etter, without
amending the Program Agreement. Because of the changes in the Czech Republic's economic
circumstances, this is an gppropriate time to make an adjustment in the lending structure of the
Program.

A November 1997 assessment of "Current Municipa Lending Environment of Commercid Banksin
the Czech Republic" noted that the lending rates were more than 14%, on average, during 1997,
with some considerably higher spikes during the year. At the time of the assessment, the best rates
of the three largest banks were variable, and ranged from 14.5%-15.7%. Deposit rates were about
11%-13%. With apoint difference of 3.51t0 5.0, the MUFIS lending Structure is significantly out of
balance with commercid lending.

Early in Program implementation, MUFIS lending was only dightly concessona. Currently, MUFIS
lending is seen by both banks and municipdities as subsidized. Asaresult, demand for MUFS
loans has increased sharply and there may be instances where municipdities and banks defer lending
from banks resources to try to maximize use of MUFISloans. Thisis digtortionary, and not
compatible with the purpose of the Program, which was to catayze lending from other resources.

The team recommends that USAID and MUFS begin to work immediately on an appropriate
system to adjust the lending structure. The representative of the Ministry of Finance and MUHS
saff agreed that a change in the Program's interest rate structure would be appropriate at thistime.
Preferably, thisfirgt adjustment would affect loans made with the HG resources currently being
borrowed, as well as any new tranche of HG funds, and reflows.

The team recommends that a commercia benchmark rate be chosen againgt which MUFIS loans
will be pegged, i.e,, adjusted up or down, depending on changes in the commercid rates. For
example, MUFI S rates could be pegged to the Pribor rate in such away that the on lending rate
under MUFIS would be about one point below commercid lending. With adight interest rate
advantage, and the longer loan terms, MUHI S loans would till be desirable, without being quite as
subsdized asthey are at this moment.

As part of the lending structure review, the team recommends that margins be adjusted to more
fairly cover some of the foreign exchange costs of borrowing HG resources and to cover additiona
operationd codts, as necessary. The foreign exchange risk has caused the greatest concern in recent
months. When the Program was designed, no one could foresee the sharp devauation of the Czech
Crown in 1997. With devauation, the cost of servicing dollar denominated loans has increased.
One egtimate, from the June 1997 Monitoring Report (p.iv), placesthe red cost of HG resources a
over 16% after taking into account currency fluctuations. Even with favorable economic scenarios
for the future, the foreign exchange losses on the first tranche of HG resources will be consderable.

To mitigate future foreign exchange losses, the team recommends that the foreign exchange reserve
fund be increased through fees of between 1-1.5% as opposed to the current .25%. (Note: Annex
A of the Program Summary discussed an Exchange Rate Fluctuation Fund of up to .5% soiitis
recommended that an even higher level be established for foreign exchange risk.)

The team aso recommends that consderation be given to using indexed adjustable loans to

municipdities. Banks current adjust their commercid loans to municipaities, but the basis for
adjusting loan paymentsis not totaly clear. Introducing atransparent form of varigble rate loan
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would contribute to the development of the municipa credit market.

C. Options for Capital Assstance

USAID has gpproved the use of up to US$60 million in HG resources for the Czech Republic. A
totd of US$44 million has been obligated, including the loan which isin the process of being
borrowed. The team feds that there is judtification for additiona HG resources, in addition to
technica assstance, to address problems which il face smal and medium szed municipdities.
However, an agreement would need to be reached between USAID and counterpart organizations
that additiona capital for lending iswarranted.

Another proposal has been made which should be looked at carefully which isto lend MUHS
resources for the rehabilitation of municipa gpartment buildings. Municipdities have many
properties which badly need renovation, and these projects could potentialy have full cost recovery.
The team bdieves that USAID and MUH S should discuss this further to determine a) the feagibility
of full cost recovery; b) if shorter loan terms and even higher interest rates might be possible; and c)
if itislikdy that banks would finance such projects with their own resources if a successful
demongtration projects were to be carried out.

As part of the discussion of borrowing additional HG resources, the team recommends that the
Ministry of Finance and MUFI S should fully analyze the cogts of borrowing externally, and compare
these costs with raising resources domestically. A State guaranteed bond might provide investment
capita at equivaent rates to those recommended for the HG resources (assuming an adjusted
lending structured), and could cost less to the GOCR than dollar loans would.

The future role of MUFIS should be discussed as part of the discussions on continued capital
resources for on-lending. 1n 1993, GOCR considered and rejected establishing a permanent
lending indtitution for municipdities. At thistime, however, options are under consderation which
might extend the life of MUFIS beyond the HG loan portfolio. One proposa wasto blend MUFIS
resources with government transfers (from the Ministry of Locad Development), or to use these
resources to guaranty loansin order to reach smaller municipdities. This could lead to amore
permanent municipd lending inditution. The team would like to note that world-wide, municipa
lending indtitutions have been less efficient than the private sector in mobilizing capitd for
infrastructure investment.

D. Technicd Assgtance Activities

The team was asked to review the gpproved technica assistance strategies, plans and their results,
summarize them, and to make recommendations about additiona technica assstance. A review of
every technica assstance activity carried out over the past four years was not possible snce reports
on completed activities were not available in the Czech Republic. Presumably thisinformation can
be found in the RUDO files in Warsaw and in the Urban Ingtitute.

In every interview, the team asked about past and proposed technica assstance. Participating

ingtitutions were uniformly positive about technica assistance received. Representatives of banks
were grateful for the access to information on measuring municipa credit risk and for the discussons
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and networking which took place at seminars and conferences. A grest many municipalities
received technicd assstance, ether directly, or by participating in seminars and conferences. The
largest municipalities have absorbed information and used it. For example, after representatives of
one city were introduced to |oan auctioning on a study tour to the U.S,, they set up their own loan
auction. Thelargest municipdities seem to be following gppropriate financid planning practices,
such as preparing separate operating and investment budgets, perhaps because of technical
assistance. Some medium sized and smaller municipalities are also better prepared as aresult of
technical assstance.

The team fed s that technica assstance activities have supported the Program's policy objectives,
but that additiond technical assistance is needed to support a more focused effort to develop
capacity within the Czech Republic to provide training and assi stance to municipdities and banks,
and to ded with specific problems il facing smal and medium sized municipdlities.

A number of technical assistance activities have been proposed. Some of these proposals have
been characterized as"commitments’, and are listed below. Once discussions are completed on
refining the target group and objectives of the find phase of the Program, dl proposas for technica
assgtance activity should be reviewed in light of their potentia impact on those revised objectives.
A two year work plan should be prepared, with specific results defined for the end of year two.

The team does not fed that we had enough information and background to recommend gpprova or
disapprova of any particular proposal. There were, however, anumber of additional proposas
from participating ingtitutions, and no clear consensus on the importance of some of the activities
listed above. The proposed activities with the largest estimated costs, e.g., work on indicators,
updating the computer model, and others, should be carefully reviewed, since other activities may be
more gppropriate for the final phase of the Program. Also, greater efforts made to cost-share with
Czech indtitutions and other donors.

Some notes on proposed activities are provided below.
1 Indtitutiondization of bank training

Two rounds of training has been provided to dl interested commercia banks over
the past three years. Thereis arecommended effort to prepare case study material
and to do training of trainersto inditutionalize bank training within the Banking
Indtitute. Thereisaso interest in amore advanced course on this subject.

The indtitutiondization of training should be of very high priority, particularly
sugtainable, i.e., fee based, which the Banking Ingtitute is well equipped to provide.
However, thiswork should not focus just on banks, Snce training for municipalities
isdso extremedy important. The Banking Inditute isa solid partner in providing
training to banks and with little additiond hdlp, they should be able to build municipa
credit analysstraining for banks into their regular curriculum. They also indicated
that it would be possible to change the course for amunicipa audience, i.e, a
course on "what banks require to approve loans for municipdities.” Another
possible training partner for municipditiesis the Training Foundation, which provides
anumber of course for municipalities.
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Work on the computer model and completion of the municipa finance indicators
project

The computerized model for credit analys's, which was developed under the
Program, has been given to al banks and municipaities participating in seminars and
conferences. Thereisaproposa to update this model again, to reflect the changes
in the expenditure and revenue line items made in 1997.

The computer modd is currently a sland-alone model. The banks interviewed by
the team do not use the modd, and it isnot clear thet it is used regularly by even
large cities. The mode has aso been given to consulting companies, and one of
these companies which sdlls software for accounting to municipdities, hasindicated
that it would like to incorporate the computer modd into its software. Therefore, it
seems appropriate to ask whether additional work on updating the moded should be
done by the Program, or by the private sector which supplies accounting software.

A pilot project on indicators was carried out for one digtrict, covering 150
municipdities. Thereisaproposa to expand thiswork. Some questions which
surfaced were: How does this activity fit with the proposed credit rating system for
municipdities? Will the information be in the public doman? (Thisisadecison
which has been pending within the Ministry of Finance for some time) and who will
do thiswork on aregular basis after technica assstance ends. Quite alot of
technica assstance funding is proposed for this activity and without clear answer to
these quedtions, it is difficult to justify these resources.

Developing generd purpose municipd financid satements

This activity was not discussed while the team was in country, So it is not clear what
viewsarehdd onit. The proposd isto develop areporting format for municipaities
to provide information to the Ministry of Finance which would facilitate andyss of
credit worthiness.

Project financing conference

A s=minar or conference on how to meet the capital needs of small municipditiesis
proposed. There are severd offers of assstancein providing this seminar, soitis
possible that USAID technica assstance funding can be minimized.

Assistance to MUFIS on borrowing

Assigtance has been provided to MUFI S for previous HG loan borrowing, and
additiona assstance is proposed for the next tranche of funds.

Investment pool paper
A paper will be prepared for the seminar mentioned above, on loan pools. About

100 associ ations of
municipdlities have formed
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10.

11.

12.

in the past, somefor the
purposes of constructing
water and sewerage
systems. The paper will
describe how loan pools
work in other countries.

Program monitoring

The Program has borne much of the cost of preparing quarterly and annua
monitoring reports. If saff from MUFS and Urban Research take on more of the
respons bility for these reports, the costs should decrease.

Participation of TA team (and USAID) in didogue over centrd government
regulation and monitoring of loca government debt.

A critica juncture is being reached as the government beginsto put into place a
system which would regulate municipa budgets by establishing cellings on
borrowing. A 20 percent debt serviceratio is proposed as the key indicator. Itis
important that this framework aso dlow grester freedom from centra government
intervention, by establishing parameters for municipdities.

Assigance in the development of a credit rating system for municipalities.

This proposal, described by F. Van Antwerp, has some backers dthough it is not
clear that demand from municipaities for this service has yet emerged since credit
ratings are not needed for issuing domestic bonds.

Assistance on redl estate and V.A.T. tax changes which would expand own-source
revenue of municipdities

Since municipdities have very little control over the income side of the debt
equation, the proposa to base the red estate tax on value rather than square meters
could subgtantialy affect the income of municipditiesin the future.

Project finance and cost-recovery

Since MUFI S loans recover only about 25% of costs from the projects, themsalves,
thisis an areawhere assistance could be provided. Curriculum on project analyss
from other training programs in Poland and dsawhere (eg., LEM in Poland), might
be useful for the Czech Republic. Also, as appropriate, exposure to BOO/BOOT
modes with full cost recovery.

Assgance in forming an informa group of financial officers

There was some sentiment among local government officials that municipdities need
agreater voice to influence decisons of centra government which affect their ability
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to manage their budgets. It was felt that financid managers of municipaities should
play agreater rolein this didogue with centra government.

Helping to form a group of financid officers could aso provide away for finance
officers of larger municipdities to hep colleaguesin medium sized ones, through
mentoring and internships.
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PART IV: Principal Lessons L earned

The Scope of Work asked "Wheat are the principa lessons learned from the MIFP...for the Czech
Republic and other ENI countries?”

1 Building amunicipa credit system needs Strategic leadership from government
authorities reponsible for srategic financia planning

The MIFP was successful because it built upon the vision of the GOCR, particularly
the Minigtry of Finance, for establishing amunicipd credit market. Often urban
infrastructure programs are designed and support Ministries which do not have
broad responsibilities for nor understanding of capital and credit markets.

2. Broad based efforts to support development of a municipa credit market may be
appropriate at the beginning of a Program, but targeting of technical and capitdl
assgtance isimportant as a Program progresses in order to maximize the "vaue
added" of assstance.

Programs need an internal mechanism of some kind to adjust the assstance
program. In USAID's reegineering terms, "results package teams' are meant to
carry out these reviews and adjustments.

3. Hexibility should be built into any loan program sructures from the beginning so that
terms and conditions of loans can be adjusted to economic circumstances.
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Statement of Work
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Attachment 2

List of People Interviewed

Urban Research:
Petr Tgjcman, Zdenka Matouskova, Hana Zelenkova

Minigtry of Finance:
VeraKamenickova, Director of Loca Budget Department, Ministry of Finance

MUFSCMGDB:
Ladidav Macka, Chairman of the Executive Board
Josef Vanik, Chairman of the Board of Director

Union of Towns and Communities of the Czech Republic:
VeraJechovg, UTC Executive Director

Jaromir Jech, UTC Financid Commision

Ivan Cerny, UTC Financid Commision

Magidrate of the City of Pardubice:
Vladimir Jezek, Finance Director

Minigtry for Local Development:
Jri Perka, Head of Public Adminigtration Sub-Department

Banking Indtitute:
Josef Janca, Head of Education Department
Sarka Bezdickova, Project Manager

State Environmental Fund:
Milos Rybicka, Economic Deputy Director

Moravia Banka, Ostrava:
Jan Rainis, Director of Department

Komercni banka, Prague:
Lubos Louda, Director of Trade Policy Department
Ivan Kuba, Trade Policy Department

Ceska sporitelna, Prague:

Petr Klos, Head of Communa Services Department
Ludmila Naevkova, Commund Services Department
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Investicni a Postovni banka:

Bohumil Pilar, Director of Corporate and Private Business Department
Ludmila Gabrielova, Credit Metodologist

Hana Rousova, Trade Department

Find Briefingsfor MUHS, UTC, MOF

U.S. Embassy, John Beyerle
USAID, Rebecca Black, Michad Lee
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Attachment 3
List of Documents Reviewed
"Current Stuation of Municipaitiesin the Czech Republic’, V. Kamenickova. November, 1996.

"Current Municipa Lending Environment of Commercid Banksin the Czech Republic’, F. Van
Antwerp, Z. Matouskova, G. Peterson.

"Monitoring Report, Municipd Infrastructure Financing Program, Czech Republic’, G. Peterson, Z.
Matouskova, P. Tacjman. June, 1997.

"Current Municipa Practices. Planning and Financing Invesmentsin Infrastructure, Results of a
Survey Conducted a The Conference on Financid Management and Development of Municipalities
in the Czech Republic?, C. Romanik, F. Conway, September 1997.

? Czech Republic Analysis of Financia Performance Indicators, Find Report?, F. Conway, C.
Romanik, Z. Matouskova, October, 1997.

?Monitoring Report Municipa Infrastructure Financing Program Czech Republic? , G. Peterson, Z.
Matouskova, P. Tgicman, June, 1997.

"Quarterly Monitoring Report, MUFIS and Municipa Infrastructure Finance Program, Second
Quarter, 1997", P. Tgcman, Z. Matouskova, L. Baumanova.

"Quarterly Monitoring Report, MUFIS, 3rd Quarter, 1997", P. Tgjcman, Z. Matouskova, L.
Baumanova

? Draft Report on Conference on Financial Management and Development of Municipditiesin the
Czech Republic?, 1997

? Czech Republic Draft Municipal Assistance Program Strategy: March 1996 to September 1997

"Debt Service Burdens and Collaterad Arrangements of Municipdities Usng MUFIS Loans', G.
Peterson, Z. Matouskova, J. Mg strik, March 1997.

"Inditutionaizing Training in Municipa Credit Andysis’, R. Forbes, R. Kezer, G. Peterson, October
1997.

"The Secondary Municipa Bond Market within the Context of Secondary Markets in the Czech
Republic", Z. Matouskova, P. Tgicman, and G. Peterson. November, 1996.

"Credit Finance Analyss Handbook for Municipditiesin the Czech Republic’, August, 1996.

Czech Republic Housing Guaranty HG-001 Municipa Infrastructure Finance System Program
Memorandum

"FY 1995 Strategy and Work Program: USAID Municipa Infrastructure Finance Program for the



Czech Republic®, The Urban Ingtitute, October 1994.
Draft, MUFIS, Municipa Finance Company, JSC Annua Report, 1995.
Summary Report on Technical Assstance, prepared at the end of the ICMA contract.

Preiminary Proposd for Use of Housing Guaranty (HG) Loans to Support Municipa Lending
Systemsin the Czech and Slovak Republics.

Credit Finance Andysis Handbook for Municipditiesin the Czech Republic, Developed for the
Union of Towns and Communities of the Czech Republic, by the United States Agency for
International Development Municipa Finance Program, August, 1996.

"Capital Budgeting and the New Approach to Municipa Investment Planning”, T. Kingdey, July
1995.

"Czech Economy in Mid-1977", H. Zdenkova

"A Summary of the Revised Forecast of Macroeconomic Indicators in the Czech Republic for
1997-1998", Czech Statistical Office, November 3, 1997.

Annua Report of Komercni Banka.

Economic Trends, September 1995, Komercni Banka.

Annual Report - 96 Ceska Sporitelna.

Annua Report 1996, 1PB

Ceskomoravska zarucni arozvojova banka, as. Annua Report 1996.

Prvni mestska banka, a.s. 1996.



